DOCUMENT RESUME 



ED 274 255 



HE 019 695 



TITLE 



INSTITUTION 
REPORT NO 
PUB DATE 
NOTE 

AVAILABLE FROM 



PUB TYPE 

EDRS PRICE 
DESCRIPTORS 



IDENTIFIERS 



Guaranteed Student Loans: Guidelines for Reducing 
Guaranty Agency Reserves. Briefing Report to. the 
Chairman, Subcommittee on Postsecondary Education, 
Committee on Education and Labor , House of 
Representatives • 

Comptroller General of the U.S., Washington, D.C. 

GAO-HRD-86-129BR 

Aug 86 

52p. 

U.S. .General Accounting Office, Post Office Box 6015, 
Gaithersburg, MD 20877 (first 5 copies free; 
additional copies $2.00 each; 25% discount for 100 or 
more copies mailed to a single address). 
Reports - Evaluative/Feasibility (142) 

MF01/PC03 Plus Postage. 

♦Credit (Finance); *Financial Policy; *Guidelines; 
Higher Education; *Money Management; *Public Policy; 
♦Student Loan Programs 

Guaranteed Student Loan Program; *Guaranty 
Agencies 



ABSTRACT 

Guidelines for determining the maximum amount of cash 
reserves needed by agencies guaranteeing loans under the Guaranteed 
Student Loan Program are offered to the U.S. House of Representatives 
by the U.S. General Accounting Office. The effect of the guidelines 
if implemented in fiscal year (FY) 1986 are estimated. The analysis 
was based on data on guaranty agencies' sources and uses of funds for 
FYs 1982-1985, as well as review of recent studies and meetings with 
Department of Education and guaranty agency of f icials . This 
information was used to develop a methodology for setting reserve 
levels and to analyze the potential effect of alternative reserve 
guidelines on agency reserves. It is suggested that guidelines should 
set separate reserve levels for each agency, taking into account the 
agency's potential to experience negative cash flow, which is largely 
determined by the value of its outstanding loan guarantee commitments 
and its single expense — claims paid to lenders. It is concluded that 
agency reserve limits could be set large enough to accommodate cash 
flow problems experienced in recent years, while not so large as to 
allow the accumulation of unnecessarily large reserves. Appendices 
include a list of guaranty agencies by state and information on the 
research methodology. (SW) 
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August 7, 1986 

The Honorable William D. Ford 
Chairman, Subcommittee on 
Postsecondary Education 
Committee on Education and Labor 
House of Representatives 

Dear Mr. Chairman: 

This briefing report responds to an April 29, 1986, request by the Sub- 
committee that we provide guidelines for determining the maximum amount 
of cash reserves needed by agencies guaranteeing loans under the Guaran- 
teed Student Loan Program. As requested, our analysis estimates the 
effect the guidelines would have had if implemented in fiscal year 
1986. The Secretary of Education could use the proposed guidelines dis- 
cussed in the report to begin recapturing federal advances (interest- 
free loans) in fiscal year 1987. 

Guaranty agencies operate at the state level as the link between the 
Department of Education and lenders making education loans to students. 
They insure these lenders' loans against default, which are in turn 
reinsured by the Department. To encourage the establishment of these 
agencies and strengthen the cash reserves each agency holds to offset 
losses from defaults and other contingencies, the Department of Educa- 
tion has provided to these agencies almost $190 million in federal ad- 
vances, of which about $156 million (82 percent) were still outstanding 
in April 1986. 

To develop guidelines for determining reserve limits, we analyzed data 
on guaranty agencies' sources and uses of funds for fiscal years 
1982-85, reviewed recent studies on related topics, and met with Depart- 
ment of Education and guaranty agency officials. We used this informa- 
tion to develop a methodology for setting reserve levels and analyzed 
the potential effect of alternative reserve guidelines on agency re- 
serves by calculating (1) the level of reserves agencies would have been 
allowed to retain and (2) the portion of federal advances that could 
have been returned had the proposed guidelines been in effect in fiscal 
year 1986. For the most part, the calculations in this report are based 
on present law, but the guidelines developed allow for some uncertainty 
resulting from pending legislative changes. 

BASIS FOR SETTING RESERVE REQUIREMENTS 

Guaranty agencies' expenses are generally reimbursed by the federal 
government. Thus, the major financial risk that these agencies face is 
that reimbursements for defaulted loans and administrative costs 
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necessarily lag behind expenses, such as insurance claims. In fact, 17 
agencies did experience negative cash flows during either fiscal year 
1984 or 1985 and were required to draw on their reserves to meet ex- 
penses. Even without reserves, however, 8 of the 17 agendas could have 
increased insurance premiums to offset their negative cash flows. 

Our interviews with experts and our review of other studies showed that 
reserve funds held by financial institutions are often established as a 
percentage of outstanding loans Cor insurance commitments), based upon 
past default (or claim) experience* Most guaranty agencies already have 
some sort of minimum reserve guidelines based on a percentage of out- 
standing guarantees, but this percentage is not necessarily related to 
either their expectations of negative cash flow or past claims experi- 
ence. 

We concluded that maximum reserves should be established individually 
for each agency and should, given the reimbursable nature of these 
agencies' expenses, be based upon the potential to experience negative 
cash flow. Because cash flow depends largely on each agency T s loan 
guarantee volume and its single largest expense-- insurance claims paid 
to lenders — we developed a methodology that would set maximum reserve 
levels as an amount equal to the largest of three factors: 

— Guideline 1 : a percentage of claims paid during the prior fiscal 
year. 

— Guideline 2 : a percentage of the amount of outstanding loans 
guaranteed by the agency at the end of the prior fiscal year. 

— Guideline 3 : a minimum dollar amount ($500,000) to provide for the 
smaller loan portfolios and claims activity of small agencies. 

ESTIMATING THE GUIDELINES 1 POTENTIAL EFFECTS 

Using these general rules, we developed a range of specific factors for 
each of the guidelines that would reduce reserves and recapture federal 
advances by larger or smaller amounts depending on which were selected. 
For each set of guidelines, we calculated the amount of (1) current re- 
serves that agencies would have been allowed to retain in fiscal year 
1986 had the guidelines been applied to cash reserves at the end of 
fiscal year 1985, (2) excess reserves, and (3) returnable federal 
advances, which represent that portion of agencies' advances that ex- 
ceeded maximum reserve levels. 

The following examples show how these guidelines would operate. The 
first two examples illustrate the effects of the low and high ends of 
what we believe is an acceptable range of possible reserve guidelines. 
The third illustrates the much higher reserves required by contractual - 
agreements some agencies have with lenders. 
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Examples of the Effect of Applying 
Guidelines Limiting Reserves CFlscal Year 1986) 



Specific guidelines 


Example 1 


Example 2 


Example 3 


fit* 4 Hoi *fno 1 


40% 


50% 


50% 


Guideline 2 


0.3% 


1.0% 


1.7% 


Guideline 3 


$500,000 


$500,000 


$500,000 


Reserves retained 


$346,000,000 


$440,000,000 


$567,000,000 


Excess reserves 


$396,000,000 


$301,000,000 


$174,000,000 


Returnable advances 


$81,000,000 


$64,000,000 


$52,000,000 



The guidelines in example 1 would have provided reserves in 1986 ade- 
quate to offset the largest negative cash flows experienced by any of 
the guaranty agencies in fiscal year 1984 or 1985. Assuming no propor- 
tionately larger expenses in the future, these guidelines should be ade- 
quate for agency operations. Had these guidelines been in effect in 
1986, they would have allowed the return of more than the $75 million in 
federal advances that the Consolidated Omnibus Budget Reconciliation Act 
of 1985 requires to be recaptured during fiscal year 1988. 

The guidelines in example 2 would decrease excess reserves by about §95 
million over example 1 and would have resulted in the return of $64 
million in advances. These guidelines would also allow for any signifi- 
cant cash flow changes that might result from amendments to the Higher 
Education Act or from provisions of the Budget Reconciliation Act. For 
example, the Senate*s 1986 higher education reauthorization bill 
(S. 1965) could reduce federal reimbursement of agency default losses. 

Example 3 reflects a rough estimate of the effect of minimum reserve 
requirements contained in many agencies 1 agreements with lenders. The 
only summary data available on this topic show that for those agencies 
that had such agreements in 1984, minimum reserve requirements averaged 
1.7 percent of outstanding guarantees. 

There are barriers that could greatly reduce or even eliminate any 
potential savings that would result from adopting the proposed guide- 
lines. For example, existing state laws and contractual agreements 
between agencies and lenders, bondholders, and purchasers of loans re- 
quire many guaranty agencies to maintain reserves in excess of those we 
believe are needed. While the Higher Education Act may preempt certain 
state laws and regulations, it is unclear whether the existing contrac- 
tual agreements are binding and require the agencies to retain reserves 
in excess of those provided in our guidelines. 



B-223553 



CONCLUSIONS 

Agency reserve limits could be set within a broad range, but they should 
be large enough to accommodate the cash flow problems experienced by any 
of the agencies in recent years, while not so large as to allow the 
accumulation of unnecessarily large reserves. 

The cost savings to be realized by the federal government in implement- 
ing these guidelines in fiscal year 1987 and beyond is unknown. Such 
savings would depend on the financial condition of each agency during 
the previous year and the extent to which the previously discussed 
barriers have been reduced or eliminated, 

MATTERS FOR CONSIDERATION BY THE CONGRESS 

The Congress should consider amending the Higher Education Act of 1965 
to (1) establish maximum reserve limits using guidelines in the range of 
those analyzed above, (2) require the Secretary of Education to annually 
determine maximum reserves and require agencies to return advances in 
excess of the needed reserves, (3) require agencies to pay lenders for 
defaulted loans without reimbursement until they reach their reserve 
limits, and (A) give the Secretary of Education authority to consider 
and grant agencies 1 appeals of the reserve limits under certain circum- 
stances. 

AGENCY COMMENTS 

We obtained written comments on this report from the Department of Edu- 
cation and the National Council of Higher Education Loan Programs, The 
Department of Education generally agreed with our methodology for estab- 
lishing maximum reserve levels. The Council was concerned that the 
proposed guidelines are too rigid and fail to take into account the sub- 
stantial differences between individual guaranty agencies. We are in 
fact proposing guidelines to determine agency reserve levels on an in- 
dividual agency basis, with three separate guidelines applied to each 
agency and permitting the retention of reserves based on the guidelines 
allowing the highest amount. We addressed these comments in the report 
and made changes where appropriate. 

As arranged with your office', we will distribute this report to other 
interested congressional committees and members, the Secretary of Educa- 
tion, and the guaranty agencies and will make copies available to others 
on request. If you have any questions regarding the report, please call 
William J. Gainer, Associate Director for Education and Employment, on 
(202) 275-5365. 

Sincerely yours, 
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GUARAK^BD STUDENT LOANS: 



GUIDELINES FOR REDUCING 
GUARANTY AGENCY RESERVES 

BACKGROUND 

The Guaranteed Student Loan Program (GSLP) is the largest 
federal program providing financial assistance to students seek- 
ing a postsecondary education. Authorized in 1965 f it has ex- 
panded rapidly in recent years. Through the end of fiscal year 
1985 f the program had provided more than $59 billion in student 
loans f most of which were still outstanding. During fiscal year 
1985 f 3.8 million loans totaling $8.9 billion were made. 

Under GSLP f a variety of lenders — such as commercial banks f 
savings and loan associations, credit unions, and state 
agencies — make low- interest loans subsidized by the federal 
government to students under the protection of guarantees issued 
by state or private nonprofit agencies. The guaranty agencies 
are then reinsured by the Department of Education. Currently f 
all new loans under the program are guaranteed by 58 reporting 
agencies. The guaranty agencies are listed in appendix I. 

Role of program participants 

GSLP involves five separate parties, each having specific 
duties and responsibilities. The parties are the lender f the 
student borrower f the school f the guaranty agency , and the De- 
partment of Education. Figure 1 shows the basic relationships 
among these entities. 

The guaranty agency is the program's "middleman/ 1 serving 
as the link between the Department and the lender. In this 
role f the guaranty agency insures loans made by lenders to 
students and seeks to encourage student access to loans while 
assuring that lenders, students, and schools adhere to program 
requirements. 

The guaranty agency also helps lenders trying to collect on 
loans about to go into default. When a borrower fails to repay 
the loan f the guaranty agency reimburses the lender for the loan 
principal and any lost interest. The agency attempts to collect 
on the defaulted loans directly from the borrowers. When suc- 
cessful the agencies are required to pay at least 70 percent of 
the fully insured amount collected on defaulted loans to the 
Department and are allowed to retain up to 30 percent to offset 
collection costs. These agencies may charge lenders an insur- 
ance fee, which is passed on to the student. 
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Figure 1 



Roles of Program Participants 
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The Department of Education establishes program rules; ap- 
proves the participation of lenders , guaranty agencies f and 
schools; and oversees the operations of guaranty agencies and 
lenders. The Department pays all interest, including an inter- 
est subsidy to lenders while the student is in school. When the 
student begins repaying the loan, the payment includes interest 
and principal; however f the Department continues to pay the 
interest subsidy. The Department also reimburses guaranty agen- 
cies for most of their claims payments to lenders and for a por- 
tion of their administrative costs. 

Guaranty agency reserves 

To maintain an adequate level of working capital and to 
cover costs that are not reimbursed by the Department of Educa- 
tion, guaranty agencies maintain reserves. After interviewing 
experts and reviewing literature on the subject of reserves , it 
became clear that reserves for most lenders or insurers are 
established as a percentage of outstanding loans or insurance 
commitments based upon past default or claim experience. In 
fact, most agencies already have some minimum reserve guidelines 
that are based on a percentage of outstanding guarantees f but do 
not necessarily relate to either cash flow or claims experience. 

In essence , reserves consist of the funds accumulated by an 
agency when its sources exceed its uses of funds. At the end of 
fiscal year 1985 f the 58 agencies held $741 million in cash 
reserves, 1 a 1-year increase of 8.4 percent and a 2-year 
increase of 24.7 percent. 

Although these reserves, which can be used to cover contin- 
gencies (generally cash flow problems), are an element of the 
program, neither the authorizing legislation nor the program 
regulations provide guidance on the level of reserves that 
should be maintained. Some states, guaranty agencies, and 
agency agreements with lenders or purchasers of agency tax- 
exempt bonds have set standards that specify minimum, but not 
maximum, desired reserve levels. 



^Throughout this report, we refer to cash reserves, rather than 
total or accrued reserves, since only cash reserves are avail- 
able for use in case of a financial emergency. Accrued re- 
serves include certain amounts receivable and payable by 
guaranty agencies. The amounts due, primarily from the Depart- 
ment of Education, are consistently larger than the amounts the 
agencies owe. At the end of fiscal year 1985, accrued reserves 
for ail the agencies were $986 million, or $245 million more 
than their ce.sh reserves • 
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However, there is no consistency among these requirements. 
So with the lack of federal guidance and the mix of other exist- 
ing reserve requirements, each agency to some extent determines 
for itself what reserves are needed. Without federal guidance 
or maximum reserve levels, agencies have incurred a steady 
buildup of reserves so that aggregate reserves for all agencies 
seem disproportionately high in relation to their risks, 2 
Figure 2 illustrates the growth of these reserves in recent 
years. 

Federal advances 

An issue closely related to the size of guaranty agencies' 
reserves is their retention of federal advances. Advances are 
interest-free loans the Department of Education makes to agen- 
cies. These advances make up a significant portion of many 
agencies 1 reserves. Two types of federal advances are author- 
ized by law. The first type, authorized in 1965 and 1968 under 
section 422(a) of the Higher Education Act, was to help estab- 
lish guaranty agencies and strengthen their reserves against 
claims for defaulted loans. Amendments to the act in 1976 au- 
thorized a second type of advances, under section 422(c), to be 
used only to pay lender claims. 

The Department of Education can recall section 422(a) ad- 
vances whenever it determines they are no longer needed to main- 
tain adequate reserve funds, but has never done so although some 
agencies have repaid their advances. Section 422(c) advances 
are to be returned to the Department when they exceed 20 percent 
of the outstanding loans the agency has guaranteed, an amount 
which is on average over 50 times the amount of these agencies' 
section 422(c) advances. 

Consequently, most advances have not been repaid. As of 
April 1986, $17,2 million of the $23,9 million advanced under 
section 422(a) and $138,7 million of the $165,8 million advanced 
under section 422(c) were outstanding. Thus, $155,9 million 
(82,2 percent) in total federal advances were outstanding at 
that time. 



2we testified on this matter before the Subcommittee on Post- 
secondary Education, House Committee on Education and Labor, on 
June 20, 1985. 
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Figure 2 



Growing Size of Guaranty Agency Reserves 
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This briefing report responds to an April 29, 1986, request 
by the Subcommittee that we provide guidelines for determining 
the maximum amount of cash reserves needed by agencies guaran- 
teeing loans under GSLP. It provides preliminary analysis from 
our work in compliance with the Consolidated Omnibus Budget 
Reconciliation Act of 1985. The act requires the Comptroller 
General to assess the solvency and maturity of each guaranty 
agency and provide the results to the Secretary of Education, 
who is required to recover $75 million of federal advances held 
by these guaranty agencies during fiscal year 1988. 

The report also elaborates on our recent recommendation to 
the Congress to enact legislation to reduce guaranty agency re- 
serves that was contained in our report entitled Guaranteed 
Student Loans: Better Criteria Needed for Financing Guarantee 
Agencies (GAO/HRD-86-57 , July 2 r 1986). It describes an ap- 
proach for annually determining maximum reserve limits and sug- 
gests that agency reserves in excess of these limits be used by 
the agencies to first repay their federal advances and then to 
pay lenders' insurance claims without normal reimbursement from 
the Department of Education until the excess reserves are ex- 
hausted. As requested, our analysis illustrates how the pro- 
posed guidelines would have affected each guaranty agency had 
they been implemented at the beginning of fiscal year 1986. 

To develop the guidelines for determining reserve limits, 
we analyzed data on guaranty agencies 1 sources and uses of funds 
for fiscal years 1982-85, analyzed basic agreements between the 
Department of Education and guaranty agencies participating in 
the program, reviewed recent studies on related topics, and met 
with officials of the Department and individual guaranty agen- 
cies. We used the information to develop alternative guidelines 
for setting reserve levels. We analyzed the effect of these 
guidelines on all agencies by calculating (1) the level of re- 
serves that each agency would be allowed under each guideline, 
and (2) the portion of an agency's advances that could be re- 
turned under these reserve requirements. We also analyzed 
recently enacted and proposed legislative actions affecting 
administrative cost allowances, reinsurance rates, insurance 
premiums, and default claim filing periods to ensure that our 
suggested range of guidelines for determining maximum reserve 
levels would allow for any significant cash flow changes result- 
ing from these changes. 

We used data from fiscal year 1985 to project these effects 
because it was the most recent year for which guaranty agency 
data were available. Our methodology is described in greater 
detail in appendix II. 
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CASH RESERVES HEEDED BY GUARANTY AGENCIES 



As noted f a guaranty agency needs cash reserves so it can 
continue to meet its financial obligations in the event that a 
negative cash flow is experienced (i.e., its cash expenses ex- 
ceed its cash income). Negative cash flow may result, for 
example f when the agency's payments for claims and operating 
expenses exceed its reimbursements for these expenses by an 
amount greater than its income from other sources. It may also 
result from a delay in receiving reimbursements for claims paid 
or administrative costs from the Department of Education, 

Because the agencies 1 annual outstanding loans guaranteed 
and claims paid vary greatly f their cash flow and level of re- 
serves needed to offset potential negative cash flows could be 
expected to be related to these factors. There were 17 guaranty 
agencies that experienced a negative cash flow in either fiscal 
year 1984 or 1985. No agency had negative cash flow in both 
years. Our analysis of these 17 agencies showed that the nega- 
tive cash flows averaged 21 percent of annual claims paid and 
0,39 percent of the original amount of outstanding loans. (See 
fig. 3.) In every instance f these agencies had cash reserves 
that exceeded the amount of their negative cash flow for the 
year in question. In fact, the 17 agencies had a 2-year 
aggregate positive cash flow of over $15 million. (See 
fig. 4.) In short f negative cash flow did not threaten the 
solvency of any of these 17 agencies. 
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Figure 3 



Extent of Cash Flow Problems 



Agencies with 
negative cash flow 



Cash flow 



Amount as 
percentage of 
claims paid 
in prior year 



Amount as 
percentage of 
outstanding loans 
in prior year 



Fiscal Year 1984: 



Alaska 


$ (28,047) 


45% 


0.17% 


Connecticut 


(805,651) 


5 


0.07 


Florida 


(1,557,921) 


55 


0.30 


Oklahoma 


(946,205) 


27 


0.67 


Rhode Island 


(666,813) 


22 


0.32 


Fiscal Year 1985: 


Arizona 


$ (496,954) 


4% 


0.19% 


California 3 


(27,750,583) 


40 


1.12 


Idaho 


(253,210) 


18 


0.33 


Illinois 


(3,681,600) 


12 


0.18 


Louisiana 


(704,025) 


18 


0.25 


Maryland 


(2,909,726) 


23 


0.53 


Massachusetts 


(904,200) 


3 


0.05 


Nevada 


(175,442) 


16 


0.31 


New Mexico 


(316,305) 


28 


0.34 


Trust Territories 


(16,515) 


9 


0.41 


United Student Aid Fund 


(987,586) 


8 


0.15 


Washington 


(114,562) 


2 


0.03 



Total 


$ (42,315,345) 






Average 




21% 


0.39% 



California's 1985 cash flow was negative because about $41 million of advances disbursed 
from the Department of Education late in the fiscal year was not received until fiscal 
year 1986. If these advances had been received in fiscal year 1985, the cash flow would 
have been positive. 
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Figure 4 



Extent of Cash Flow Problems 
Over 2 -Year Period 



Agencies with 
negative cash flow 


Cash flow in 
nscai year iyo<\ 


Cash flow in 
l lacai year i yoD 


Cash flow oyer 


Alaska 


$ (28,047) 


$ 88,358 


$ 60,311 


Connecticut 


(805,651) 


1,037,652 


232,001 


Florida 


(1,557,921) 


A Am •jfiO 

4,479, 39J 




Oklahoma 


(946,205) 


2,561,331 


1,615,126 


Rhode Island 


(666,813) 


926,635 


259,822 


Arizona 


276,055 


(496,954) 


(220,899) 


California 


34,672,676 


(27,750,583) 


6,922,093 


Idaho 


736,590 


(253,210) 


483,380 


Illinois 


5,461,799 


(3,681,600) 


1,780,199 


Louisiana 


1,481,750 


(704,025) 


777,725 


Maryland 


1,847,026 


(2,909,726) 


(1,062,700) 


Massachusetts 


495,575 


(904,200) 


(408,625) 


Nevada 


456,380 


(175,442) 


280,938 


New Mexico 


478,806 


(316,305) 


162,501 


Trust Territories 


2,617 


(16,515) 


(13,898) 


United Student Aid Fund 


776,242 


(987,586) 


(211,344) 


Washington 


2,056,668 


(114,562) 


1,942,106 


Total 


$44,737,547 


($29,217,339) 


$15,520,208 



.5 l7 



Even before considering reserves, 13 of the 17 guaranty 
agencies had the opportunity to reduce or eliminate any negative 
cash flow they experienced by increasing the insurance premium 
they charged students. A 1984 survey of guaranty agencies by 
New York State's guaranty agency showed that 44 agencies charged 
less than the maximum practical insurance premium for the loans 
they guaranteed , J We estimate that 13 of the 17 agencies that 
experienced a negative cash flow in either fiscal year 1984 or 
1985 could have reduced or eliminated their negative cash flows 
by charging the maximum practical insurance premium. In the 
aggregate, these agencies could have generated over $20 million 
by increasing their insurance rates during the 2-year period* 
(See fig. 5.) This would have reduced the aggregate total nega- 
tive cash flow of these agencies in fiscal years 1984 and 1985 
by about 48 percent and eliminated the negative cash flow of 8 
of the 17 agencies, 

GUIDELINES FOR SETTING RESERVE LEVELS 

There are no legislative or departmental guidelines that 
specify what maximum guaranty agency reserve levels should be. 
After interviewing experts and reviewing the literature on the 
subject, we concluded that any guidelines adopted should set 
separate reserve levels for each agency. Such guidelines should 
take into account the agency's potential to experience negative 
cash flow, which is largely determined by the value of its out- 
standing loan guarantee commitments and its single largest 



3Guaranty agencies may charge an annual insurance premium of 
1 percent of the unpaid balance of the loan, over its life. If 
the premium charge covers more than the anticipated in-school 
period, plus 1 year (what we term the maximum practical 
charge), agencies must refund portions of premiums paid by stu- 
dents who leave school earlier than anticipated or repay their 
loans early. To save the administrative cost of refunding pre- 
miums, all agencies charge premiums less than or equal to this 
maximum practical amount. Thus, if a student expects to go to 
school for 2-1/2 years after receiving a loan, the guaranty 
agency may practically charge an insurance premium of 3.5 per- 
cent (3-1/2 years x 1 percent) of the loan amount. The student 
pays this one-time insurance premium when the loan is dis- 
bursed. 
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Figure 5 



Offsetting Negative Gash Flow by Raising Premiums 







Estimated additional 


Estimated cash flow 






premium income if 




Amount of 


maximum practical 


if maximum practical 


Agency 


cash flow 


amount charged 


amount charged 


Fiscal year 1984 


Alaska 


$ (28,047) 


$ 51,102 


$ 23,055 


Connecticut 


(805,651) 


2,276,745 


1,471,094 


Florida 


(1,557,921) 


1,111,399 


(466,522) 


Oklahoma 


(946,205) 


189,565 


(756,640) 


Rhode Island 


(666,813) 


459,125 


(207,688) 


Total-fiscal year 1984 


($4,004,637) 


$4,087,935 a 


$83,299 


Fiscal Year 1985 


Arizona 


$ (496,954) 


$ 1,184,266 


$ 687,312 


California 


(27,750,583) 


0 


(27,750,583) 


Idaho 


(253,210) 


0 


(253,210) 


Illinois 


(3,681,600) 


4,789,610 


1,108,010 


Louisiana 


(704,025) 


0 


(704,025) 


Maryland 


(2,909,726) 


561,022 


(2,348,704) 


\ Massachusetts 


(904,200) 


6,405,199 


5,500,999 


Nevada 


(175,442) 


90,768 


(84,674) 


New Mexico 


(316,305) 


0 


(316,305) 


Trust Territories 


(16,515) 


28,100 


11,585 


United Student Aid Fund 


(987,586) 


2,573,520 


1,585,934 


Washington 


(114,562) 


419,088 


304,526 


Total-fiscal year 1985 


($38,310,708) 


$16,051,573 


($22,259,135) 


Total— both fiscal years 


($42,315,345) 


$20,139,509 


($22,175,836) 



Notes: 

Our estimates assume that all insurance premium receipts come from regular Guaranteed 
Student Loan Program loans, but about 6 percent of national loan volume consists of 
Parent Loans to Undergraduate Student (PLUS) loans. Different rates apply to PLUS loans, 
and data is insufficient to estimate the impact of potential increases in these rates. 
a Total docs not add because of rounding. 
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expense — claims paid to lenders. The methodology we developed 
would establish reserve levels as an amount equal to the largest 
of three factors: 

— Guideline 1 : a percentage of claims paid during the 
preceding fiscal year. 

— Guideline 2 : a percentage of the amount of outstanding 
loans guaranteed by the agency at the end of the prior 
fiscal year. 

— Guideline 3 : a minimal dollar amount ($500,000) to pro- 
tect smaller agencies. 

Such guidelines could be applied at the end of the first 
quarter of each fiscal year to each guarantee agency's claims 
and guarantees outstanding from the prior fiscal year. We then 
tested this methodology using data from fiscal years 1984 and 

1985 and a wide variety of values for guidelines 1 and 2 ranging 
from 20 percent to 70 percent of claims, and 0.1 percent to 1.7 
percent of outstanding loan guarantees, respectively. 

Illustrative examples 

To illustrate the effect of such guidelines, had they been 
in place in fiscal year 1986, we applied them to each agency's 
reserves as of September 30, 1985. 

The first two examples illustrate the effects on reserves 
and advances of the low and high ends of what we believe is a 
narrower range of acceptable possibilities for reserve guide- 
lines. The third example illustrates the much higher reserves 
required by contractual agreements many agencies have entered 
into with lenders and others. Guideline 3 remains the same 
($500,000) in each example. 

Example 1 . Applying the guidelines at the end of fiscal 
year 1985 where guideline 1 was set at 40 percent of claims and 
guideline 2 at 0.3 percent of outstanding loan guarantees would 
have allowed reserves just adequate to offset the negative cash 
flows that 17 agencies experienced during either fiscal year 
1934 or 1985. As shown in figure 3, only two agencies had a 
negative cash flow that exceeded 40 percent of claims paid in 
the prior year. The negative cash flows as a percentage of 
outstanding loans guaranteed in the prior years for those two 
agencies were 0.17 percent and 0.30 percent. Thus, no agency 
had a negative cash flow in either fiscal year 1984 or 1985 that 
exceeded both 40 percent of claims paid and 0.3 percent of out- 
standing guarantees in the prior year. Applying these limits 
provides an estimate of excess agency reserves in fiscal year 

1986 of $396 million and $81 million in returnable advances. 
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B a ample 2. Applying a more conservative set of guidelines 
using 50 percent of claims paid for guideline 1 and 1 percent of 
outstanding loan guarantees for guideline 2 showed that 41 agen- 
cies would have held excess reserves totaling $301 million, of 
which $64 million would have been in returnable advances. This 
is a decrease of $95 million in reserves compared to the guide- 
lines in example 1. (See fig. 6.) Conversely, these guidelines 
would have allowed agencies to retain $440 million of the re- 
serves they had at the end of fiscal year 1985 f which is a sub- 
stantially greater amount than needed to cover any negative cash 
flows in fiscal years 1984 or 1985. But some portion of these 
retained reserves could be needed to cover possible increased 
agency costs resulting from unexpected contingencies or program 
changes included in the Budget Reconciliation act or potential 
changes resulting from the reauthorization of the Higher Educa- 
tion Act. 

Exam ple 3 . Many guaranty agencies have agreements with 
lenders requiring them to retain reserves at a percentage rate 
tied to their outstanding loan guarantees. We determined what 
effect these agreements would have on reserve levels when we 
applied the guidelines for fiscal year 1986. Since we did not 
have the time to survey agencies to determine their reserve re- 
quirements in individual lender agreements, we relied on the 
findings in a New York State guaranty agency report on this 
topic. It reported that for agencies that had such contractual 
cjreements with their lenders in 1984 , the reserve requirements 
in their agreements ranged from 1 percent to 2.2 percent of out- 
standing loan guarantees, or an average rate of about 1.7 per- 
cent. We therefore determined the level of reserves agencies 
would be required to retain in fiscal year 1986 assuming that 
all agencies had agreements requiring a retention of 1.7 percent 
of outstanding loan guarantees in reserve. We applied the 
guidelines to each agency's reserves on September 30, 1985, 
assuming the levels of reserves to be the greater of 1.7 percent 
of outstanding loans guaranteed, 50 percent of claims paid, or 
$500,000. We determined that the agencies would have been al- 
lowed to retain $567 million of their existing reserves during 
fiscal year 1986. Under these guidelines, the agencies would 
have had to return $52 million in advances and reduce their 
reserves by $122 million. 
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Figure 6 

Guaranty Agencies That Would Have Been Affected if 



GuidnliriAfi Ufiina 50 


Percent of 


Claims and 


1 Percent 


of Outstandina Loan 


Amounts Had 


Been Implemented in 


Fiscal Year 1980 












Cash reserves 






Amount over 




on September 




Maximum amount 


guideline on 


Agency 


m loot 




under guidelines 


oepiemucr ju, 1 7 03 


Alabama 


$ 3,017,177 




$ 2,367,500 


* 649,677 


Arkansas 


7,062,508 




1,578,061 


5,484,447 


Cnlnrarin 


13,438,520 




4,763,078 


8,675,442 


Of Iiwim 


3,992,080 




1,165,131 


2,826,949 


District Of fMnmhl* 


9,956,439 




5,968,753 


3,987,687 


Geo rgl a 


H, 124,966 




3,716,587 


10,408,379 


Hawaii 


2,548,016 




1,070,865 


1,477,152 


I nrllin 9 


1 2,867,705 




7,148,018 


5,719,687 


1 0 


20,176,470 




5,966,634 


14,209,836 


Kant as 


13,400,164 




10,095,623 


3,304,541 


lfjknfn«»tf ti 

rvcuiucK y 


10,990,606 




3,496,256 


7,494,350 


Main* 


6,513,150 




2,569,011 


3,944,139 


Maryland 

< T ■ ^ * j IBM u 


17,058,173 




6,836,956 


10,221,217 


11 use 1 is 


33,277,340 




21,157,940 


12,119,401 


Ntlrn to a n 


33,385,474 




19,519,836 


13,865,639 


Minn *c *■» ♦ • 


40,552,198 




20,788,964 


19,763,235 


Ntlctltalftnt 
i« ■ IS 1 ppi 


1,962,844 




1,441,028 


521,816 




20,308,975 




6,025,530 


14,283,446 


Ntn mini 


2,793,845 




1,064,717 


1,729,128 


1* corn KB 


10,370,844 




5,378,740 


4,992,104 


Nevada 


1,458,789 




833,458 


625,331 


l^C*T OAlupSlI llv 


4,506,030 




2,152,073 


2,353,957 




2,109,551 




1,149,934 


959,617 




15,726,576 




2,789,068 


12,937,508 


North n«Wnfa 


4,666,823 




1,101,747 


3,565,076 


Oli tft 

v/n 10 


49,699,992 




16,429,238 


33,270,754 


Off lihnma 


6,585,729 




2,655,577 


3,930,153 


Oregon 


8,105,348 




3,663,255 


4,442,093 


Pennsylvania 


71 ^17 261 
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Puerto Rico 


2,906,112 




1,671,282 


1,234,830 


Rhode Island 


8,539,338 




2,747,839 


5,791,499 


South Carolina 


3 041 652 




845,736 


2,195,917 


South Dakota 


8,488,908 




2,709,345 


5,779,563 


Tennessee 


9,615,562 




4,408,518 


5,207,044 


Texas 


14,172,604 




8,174,313 


5,998,291 


Utah 


7,846,217 




2,622,123 


5,224,095 


Vermont 


1,917,764 




1,457,710 


460,054 


Virginia 


30,577,643 




7,339,819 


23,237,824 


West Virginia 


4,779,681 




4,000,341 


779,341 


Wisconsin 


24,355,848 




14,340,461 


10,015,388 


Wyoming 


1,015,643 




526,743 


488,900 


Total 


$559,450,567 




$257,987,868 


$301,462,699 



Mo test 

Guaranty agencies with reserve balance below maximum allowed by guideline: Alaska, American Samoa, 
Arizona, California, Connecticut, Florida, Guam, Idaho, Illinois, Louisiana, New Jersey, New 
York, Northern Marianas, Trust Territories, United Student Aid Fund, and Washington. 



Columns and rows may not add and subtract because of rounding. 
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Figure 7 shows the aggregate amount of excess cash reserves 
that guaranty agencies held at the end of fiscal year 1985 based 
on these three examples and many other combinations of percent- 
ages for guidelines 1 and 2. 

Secretarial discretion to relax 
guidelines may be needed 

Once the guidelines were applied, each agency should be 
given the option of appealing to the Secretary of Education to 
retain reserves exceeding the guideline limit, if any of the 
following conditions existed* 

1. An agency's financial position deteriorated after the 
end of the prior fiscal year. This might result from a 
sudden increase in claims or an unusual delay in pay- 
ments due from the* Department of Education* 

2. An agency's agreements with lenders or bondholders re- 
quired it to keep reserves that exceed those set by the 
guidelines. For example, the Texas Guaranteed Student 
Loan Corporation has agreements with certain lenders 
requiring it to maintain reserves equal to at least 1,5 
percent of the unpaid principal amount of outstanding 
loan guarantees, rather than 1 percent of the original 
principal amount in our suggested guidelines, 4 

3. Significant changes in the economic environment or pro- 
grammatic changes render the guidelines inadequate for 
individual agencies* 

After the guidelines have been used to determine the maxi- 
mum reserve level needed by each guaranty agency, agencies with 
excess reserves would be required by the Secretary of Education 
to (1) repay their federal advance and (2) pay for certain pro- 
gram expenses without receiving their normal reimbursement from 
the Department. Agencies with reserve levels below the levels 
set by the guidelines could retain their advances and reserves. 



4some of these agreements may be altered by any change in 
federal law. Department officials believe this to be the case 
based upon current program regulations applying to agreements 
entered into by guaranty agencies. If this occurs, the number 
of such appeals would likely be substantially reduced. 



Figure 7 



Impact of Alternative Guidelines 



If the guidelines had been applied in fiscal year 1986, guarantee agencies' aggregate 

cash reserves would have exceeded guideline levels by amounts shown for each combination 

of values for guidelines 1 aud 2. 



If guideline 2 for If guideline 1 for percent of claims paid in prior year had been: 
percent of original 



amount of loan 


20% 


30% 


40% 


50% 


60% 


70% 


guaranty 














outstanding had 














been: 






(Dollar amounts In millions) 






0.1% 


$552 


$471 


$396 


$329 


$284 


$240 


0.2% 


551 


471 


396 


329 


284 


240 


0.3% 


548 


469 


1,396 | 


329 


284 


240 


0.4% 


542 


466 


394 


328 


284 


240 


0.5% 


525 


462 


391 


326 


282 


239 


0.6% 


497 


454 


386 


323 


280 


237 


0.7% 


463 


441 


381 


319 


277 


235 


0.8% 


427 


419 


374 


314 


273 


232 


0.9% 


391 


391 


361 


308 


269 


229 


1.0% 


357 


357 


343 


1 301 | 


263 


224 


1.1% 


326 


326 


321 


290 


257 


220 


1.2% 


295 


295 


293 


275 


250 


213 


1.3% 


265 


265 


264 


256 


239 


207 


1.4% 


239 


239 


239 


236 


225 


200 


1.5% 


217 


217 


217 


215 


208 


190 


1.6% 


195 


195 


195 


193 


188 


176 


1.7% 


174 


174 


174 


174 


171 


163 


Note: 



This table shows the impact of alternative values for guideline I, percent of claims paid 
in the prior year, and guideline 2, percent of the original amount of loan guaranty 
outstanding, In computing the figures for the table, we assumed that guideline 3, 
$500,000, would remain in effect. The impacts of guidelines we recommend (50 percent of 
claims and I percent of the outstanding loans) and guidelines needed to provide enough 
reserves to offset the worst negative cash flow of any agency in fiscal years 1984 and 
1985 (40 percent of claims and 0.3 percent of outstanding loans) arc boxed. 



>i' COPY AVAILABLE 22 



RETURN OP UNHEEDED ADVANCES 



The first step in reducing excess agency reserves would be 
to require the agencies with excess reserves to return any fed- 
eral advances held in excess of needed reserves. The Reconcili- 
ation Act requires that the Secretary of Education recover 
$75 million of guaranty agency advances during fiscal year 
1988, We estimated the amount of federal advances that could 
have been returned had the guidelines been applied to each 
agency in fiscal year 1986. For our purposes, it was unneces- 
sary to distinguish between section 422(a) and 422(c) advances 
because they are both interest-free loans and are subject to re- 
payment to the Department of Education, For example , using the 
guidelines with 1 percent of outstanding loan guarantees and 50 
percent of claims paid, 41 agencies had reserves exceeding the 
limits, of which 32 had advances. Twenty-nine of these agencies 
would have had to return all of their outstanding advances f and 
3 would have had to return a portion. These 32 agencies would 
have had to return $64 million in advances if the guidelines had 
been put into effect in fiscal year 1986, (See fig. 8,) 

ADDITIONAL REDUCTION IN RESERVES POSSIBLE 

Under example 2, after returning $64 million of advances f 
38 agencies would still have had more than an additional $237 
million in reserves that exceeded the guidelines based upon 50 
percent of claims and 1 percent of outstanding guarantees. 

Further reductions in such reserves could be accomplished 
by reducing the guaranty agency's income by any of several 
methods. For example, Department of Education reimbursements 
for agency administrative costs or agency payments for claims 
could be reduced by an amount equal to the agency's remaining 
excess reserves. Or agencies could reduce the insurance pre- 
miums they charge borrowers. But the only reimbursable agency 
expense that is large enough to absorb most agencies' excess 
reserves in one year is the payment of claims to lenders for 
defaulted loans. Thus, if the Congress wished to have agencies 
"spend down" most of their excess reserves in a single year, it 
could require agencies to pay lenders for defaulted loans with- 
out reimbursement from the Department until they had paid claims 
equal to the amount of the excess reserves remaining after the 
repayment of advances. This "spend down" requirement could be 
applied 90 days after the end of each fiscal year in which ex- 
cess reserves were accumulated. If this requirement had been 
implemented at the beginning of fiscal year 1986, 38 guaranty 
agencies would have been required to pay claims of up to $237 
million without reimbursement during fiscal year 1986. (See 
fig. 9.) 



Figure 8 



Guaranty Agencies That Would Have Returned 
Outstanding Advances if Guidelines Using 50 Percent 
of Claims and 1 Percent of Outstanding Loan Amounts 
Had Been Implemented in Fiscal Year 1980 





Advances 


A am h t* \t 

A|C ncy 


f A htf p* f ti p n * r! 


Alabama 


5> 0*t5r,07 / 


Arkansas 




Colorado 


< <nn an*7 


Delaware 


111 JO/t 


District of Columbia 


^ Q Q| Q 
47jOl O 


Georgia 


2,1 4a, 4Z7 


Hawaii 


Q/O OA<1 

yoo,802 


Indiana 




Iowa 


1,310,382 


Kentucky 


l,384 f U4o 


Maine 


61f ^83 


Maryland 


1,0 '4,207 


Michigan 


4/ ,899 


MIS llfflppl 


,857 


Missouri 


loo 


Montana 




Nevada 


o,: 


New Hampshire 


397,1*3 


New Mexico 


250,000 


North Carolina 


1,015,850 


North Dakota 


150,000 


Ohio 




Oklahoma 


677,181 


Pennsylvania 


13,934,372 


Puerto Rico 


405,760 


South Carolina 


455,000 


South Dakota 


2,336,600 


Tennessee 


1,349,014 


Texas 


5,998,291 


Utah 


1,344,518 


Vermont 


460,054 


Wisconsin 


4,208,064 


Total 


$63,796,778 



Notesi 

Our estimates assume that all outstanding advances foi each jurisdiction were held by 
the designated agency except in cases where advances are held by the United Student 
Aid Fund. In some cases, agencies that previously operated in a jurisdiction may hold 
advances that they did not transfer to the presently designated agency. However, we 
did not make this determination in our review. 

a Total does not add because of rounding. 
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Fi gure 9 — - 

Guaranty Agencies That Would Have Received Less 
Reinsurance if Guidelines Using 50 Percent of Claims 
and 1 Percent of Outstanding Loan Amounts 
Had Been Implemented in Fiscal Year 1988 





Reduction in 




Reinsurance 


Agency 


it e ■ ni ours cine n is 


Arkansas 


$ 5,205,296 


Colorado 


3,074,635 


Delaware 


2,495,325 


District of Columbia _ 


3,937,869 


Georgia 


8,260,152 


Hawaii 


508,350 


Indiana 


3 590 572 


Iowa 


12,899,454 


Kansas 


3,304,541 


Kentucky 


6,1 10,304 


Maine 


3,325,356 


Marylaod 


9,187,010 


Massachusetts 


12,119,401 


Michigan 


9,785,740 


Minnesota 


19,763,235 


Mississippi 


203,959 


Missouri 


8,269,658 


Montana 


994,955 


Nebraska 


4,992,104 


Nevada 


425,061 


New Hampshire 


1,956,765 


New Mexico 


709,617 


North Carolina 


11,921,659 




3,415,076 


OhU 


30^06,497 


Oklahoma 


3,252,971 


Oregon 


4,442,093 


Pennsylvania 


13,352,824 


Puerto Rico 


829,070 


Rhode Island 


5,791,499 


South Carolina 


1,740,917 


South Dakota 


3,442,963 


Tennessee 


3,858,030 


Utah 


3,879,577 


Virginia 


23,237,824 


West Virginia 


779,341 


Wisconsin 


5,807,324 


Wyomlog 


488,900 


Total 


S237.665.921 5 



a Total docs not add because of rounding. 
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BARRIERS TO REALIZING GUIDELINE SAVINGS 



There are several barriers to reducing reserves, recaptur- 
ing advances, or realizing savings for the federal government if 
the proposed guidelines aire adopted. Unless the following bar- 
riers are removed, such savings could be greatly reduced or even 
eliminated. 

1 . Some guaranty agencies have chosen to use their excess 
reserves for nonprogram purposes, and may continue to do so 
rather than allow the federal government to realize any cost 
savings. Our July 1986 report, Guaranteed Student Loans; 
Better Criteria Needed for Financing Guarantee Agencies (GAO/ 
HRD-86-57), described instances in which guaranty agencies used 
their reserve funds for other purposes and recommended t«. at the 
practice be stopped. According to the Department, its current 
regulations allow a guaranty agency that has repaid its federal 
advances to use its reserves for nonprogram purposes. The De- 
partment has recognized this as a problem — namely an agency can 
generate surplus income from the program and spend it else- 
where.. In its September 4, 1985, Notice of Proposed Rulemaking, 
the Department proposed the elimination of this possibility. As 
of July 15, 1986, these rules had not been issued in final form, 
and the passage of legislation to reduce reserves could encour- 
age agencies to continue to divert reserves to nonprogram uses. 

2. Guaranty agencies can also choose to reduce or elimi- 
nate the insurance premiums they currently charge borrowers. 
(The one exception is Alaska, which does not charge a premium.) 
This would reduce agency income and consequently cash reserves 
and in turn would reduce the savings attainable by the federal 
government. Although it' would have the beneficial effect of 
ultimately reducing student costs, these premiums are paid in 
the form of a loan discount that students actually pay for after 
graduation. If all agencies had eliminated their insurance pre- 
mium charges in fiscal year 1985, their income (and the buildup 
in their reserves) would have been reduced by $145 million. 
Department officials said that a mandatory insurance premium 
might be needed if reserves were capped by legislation to pre- 
clude agencies from reducing the premiums and thus increasing 
yearly subsidy costs above those necessary if the premiums are 
retained . 

3. Many agencies have agreements with lenders, bond- 
holders, and the purchasers of loans guaranteed by the agency to 
maintain reserves at levels in excess of those suggested in this 
report. Also, some states have laws and regulations that re- 
quire agencies to retain a certain level of reserves, usually a 
percentage of their outstanding loan guarantees. For example, 
lenders' agreements often require agencies to niaintain reserves 
ranging from 1.0 percent to 2.2 percent of outstanding guarantee 
obligations, it is not clear whether these requirements to 
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maintain reserves are to be applied to total (accrued) reserves 
or cash reserves. Although we are analyzing cash reserves in 
this report, it is possible that the reserve requirements may be 
applied to total reserves, which include an additional $245 mil- 
lion in accruals. 

The Higher Education Act may preempt certain state laws and 
regulations. However, it is not clear what effect it has on 
guaranty agency agreements with lenders, bondholders, and the 
purchasers of loans. Therefore, the Secretary of Education 
should ensure that implementing the proposed guidelines would 
not violate existing laws, regulations or agreements. 

CONCLUSIONS 

For guaranty agencies to meet their financial obligations, 
they must maintain sufficient reserves to carry them through 
periods when their cash flow is negative. Our comparison of the 
cai-J: reserves of each guaranty agency with those needed to meet 
its financial obligations in a worst case situation showed sub- 
stantial excess reserves, which include advances loaned to the 
agencies by the Department of Education. However, neither the 
Congress nor the Department has defined adequate reserves or 
effectively limited agencies' accumulation of reserves. 

We believe that specific criteria are needed to limit agen- 
cies' maximum reserve levels and provide a guide to their repay- 
ment of federal advances. These criteria could be set at a 
variety of levels as percentages of guarantee obligations and 
insurance claims. The reserve limits should be large enough to 
accommodate the types of cash flow problems experienced in 
recent years, but not so large as to allow the accumulation of 
unnecessarily large reserves. 

Based on our analysis, setting reserve limits at the larger 
of 0.3 percent of outstanding loan guarantees and 40 percent of 
prior year claims would have provided adequate cash reserves to 
accommodate agency cash needs in 1984 and 1985 and would be an 
appropriate lower range for the guidelines. An upper limit on 
reserves at the largest of 1 percent of outstanding loan guaran- 
tees, 50 percent of prior year claims, or $500,000 would allow 
for unforeseen circumstances, such as unusually large insurance 
claims in some future year, and potential increased agency costs 
resulting from recently enacted or pending program changes. 
This level of reserves would accommodate significantly greater 
negative cash flows than experienced in the past, allowing for 
uncertainty, while still reducing reserves significantly from 
their current levels. 



27 

29 



Regardless of where reserves are set, we believe a process 
for appealing the limits to the Secretary of Education should be 
provided to allow higher reserve levels for individual agencies 
on an exception basis. 

MATTERS FOR CONSIDERATION BY THE CONGRESS 

The Congress should consider amending the Higher Education 
Act of 1965 to: 

— Require that guaranty agency reserves be limited during 
each fiscal year to the largest of (1) a percentage in 
the range of 40 to 50 percent of claims paid during the 
preceding year, (2) a percentage in the range of 0.3 to 
1 percent of the original amount of outstanding loans 
guaranteed by the agency at the end of the preceding 
year, or (3) a minimum dollar amount of $500 , 000 to pro- 
tect smaller agencies. 

— Require the Secretary of Education to (1) annually 

determine — at the end of the first quarter of each fiscal 
year — the cash reserve applicable to each agency during 
the current fiscal year and (2) where actual cash re- 
serves at the end of the prior fiscal year exceed the 
limits, require that such excess reserves be used first 
to return federal advances and then to pay default claims 
without reimbursement. 

— Provide for appeal by the guaranty agencies to the Secre- 
tary of Education of the maximum reserve levels permitted 
at the end of each fiscal year on the basis that (1) an 
agency" s financial position had deteriorated signifi- 
cantly after the end of the fiscal year, (2) an agency 
has agreements that require the agency to maintain re- 
serves that exceed the maximum limits, or (3) significant 
changes in the economic environment or the program render 
the guidelines inadequate for individual agencies. 

AGENCY COMMENTS AND OOR EVALUATION 

In commenting on a draft of our report, the Department of 
Education agreed with our proposed methodology for establishing 
maximum annual reserve levels for guaranty agencies. The 
Department suggested that the specific percentages used to es- 
tablish reserves be at the lower end of the range we suggested — 
namely reserves would be limited to the larger of 0.3 percent of 
outstanding loans guaranteed or 40 percent of claims paid during 
the prior year. It cited our finding that no agency's negative 
cash flow exceeded both these levels during fiscal years 1984 
and 1985. While we did not recommend a specific set of percent- 
ages, we believe that some leeway for larger reserves may be 
needed to accommodate unforeseen circumstances or because 
changes pending in the Higher Education Act or passed in the 
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Budget Reconciliation Act could increase agency costs. For this 
reason , our proposed alternatives include a range from 0.3 to 
1.0 percent of outstanding loans guaranteed and from 40 to 50 
percent of claims paid during the prior year, and we are sug- 
gesting that the Conjress consider giving the Secretary of 
Education the authority to grant appeals to guaranty agencies 
for exceptions to the guidelines that are adopted to accommodate 
any unusual financial circumstances not predictable on the basis 
of past experience. 

The Department also proposed that the Congress pass legis- 
lation that would address potential barriers to reducing re- 
serves and realizing savings for the federal government if 
reserve guidelines are established by (1) prohibiting theuse of 
agency reserve funds for nonprogram purposes and (2) requiring 
agencies to charge minimum insurance premiums of ^percent per 
year until the borrower graduates and begins repaying the loan. 
(This would be approximately equal to the maximum practical 
charge we discussed on p. 16.) In addition, the Department 
pointed out that it remained committed to the return of all ad- 
vances by fiscal year 1988. 

The National Council on Higher Education Loan Programs also 
provided written comments on a draft of this report. The Coun- 
cil said that we were successful in beginning to set out limits 
that might be considered in determining when a guaranty agency 
has excessive reserves. However, it said that our guidelines 
are too rigid and fail to take into account substantial differ- 
ences between individual agencies. 

We are proposing guidelines to determine agency reserve 
levels on an individual agency basis, with three separate guide- 
lines applied to each agency and allowing retention of reserves 
based on the guidelines allowing the highest amount. In every 
case, when the suggested guidelines are applied, they allow for 
reserves in excess of the past cash needs of the agencies. 

The Council also expressed concerns about our cash flow 
analysis, the application of the guidelines, the effect of 
recent and proposed changes to GSLP, and the effect of state 
laws and agreements guaranty agencies have with lenders, bond- 
holders, and purchasers of loans. The Council's principal 
comments and our evaluation of them follow. 

1. The Council said that our cash flow analysis was based 
on the assumption that GSLP would be operated in the future as 
in the past. It said that the program has changed much during 
the last few years as it has been amended annually since 1980. 

In this report we recognized that there are uncertainties 
in the program's future, that program changes have already been 
made through the Budget Reconciliation Act, and that more 



29 

31 



changes have been proposed in amendments to the Higher Education 
Act, Our suggested guidelines provide for such changes by 
allowing reserve limits to be set well above the past cash flow 
needs of the agencies to allow for such uncertainties, 

2, The Council felt that the proposal providing for agen- 
cies to appeal reserve limits to the Secretary of Education was 
unacceptable. The Council said that neither the Secretary nor 
the administration was sensitive to guaranty agency problems and 
that the administration had repeatedly proposed to reduce fund- 
ing and reimbursements to the agencies. 

Although the Council does not agree with the administra- 
tion's views toward GSLP, the Secretary of Education is 
responsible for operating the program and f thus f has the re- 
sponsibility and authority to operate it in the most efficient 
and effective manner. Although the guidelines we have provided 
could be expected to be adequate for all agencies based on 
recent experiences f we believe some appeal mechanism is needed 
and that the Secretary is the appropriate official to consider 
such appeals. 

3, The Council also said that our guidelines ignore the 
costs related to the other functions performed by the guaranty 
agencies f such as encouraging lenders to participate in the pro- 
gram, monitoring lenders' and schools' compliance with program 
requirements f and helping lenders bring delinquent loans into 
repayment. 

Our analysis did not get into the question of specific 
guaranty .agency operations and assumes that the agencies will 
continue to perform these functions as they have in the past, 
and with similar financial consequences, 

4, The Council said that our guidelines did not adequately 
consider (1) these agencies' functions as insurers for lenders 
or (2) the fact that agencies' reserves provide confidence that 
they have sufficient funds to meet their commitment of a 
100-percent guarantee to lenders even though their reinsurance 
from the Department of Education may be for less than 100 per- 
cent of claims. 

The cash flow analysis we conducted and the resulting 
guidelines were based on the agencies 1 recent default claims, 
and the reserve levels were developed to provide adequate re- 
serves for agencies with the largest negative cash flows. With 
the continued availability of federal advances for qualifying 
agencies, the provision for agencies to appeal their reserve 
levels to the Secretary, and their ability to borrow against 
accrued reserves, the agencies would have adequate protection 
against unusual default losses. 




5. The Council also reiterated the requirements of guar- 
anty agencies to maintain certain levels of reserves in accord- 
ance with state laws and regulations and in agreements they have 
with lenders, bondholders, and purchasers of their loans. 

In this report, we have recognized that most agencies have 
contractual agreements with lenders and bondholders, which along 
with certain state laws and regulations, may not allow the De- 
partment to obtain the maximum cost savings from the proposed 
guidelines. As noted, the Higher Education Act may preempt cer- 
tain state laws and regulations. As for the agreements, it is 
not clear that they are not already regulated by federal program 
rules. In addition, these agreements can probably be renego- 
tiated in some circumstances and in future contracts. 

6. The Council expressed concern that we did not ade- 
quately consider the impact: of recently enacted and proposed 
legislative actions affecting administrative cost allowances, 
reinsurance rates, insurance premiums, and claims filing periods 
in developing the proposed guidelines for determining maximum 
reserve levels. 

While the lower limits suggested for reserve guidelines (40 
percent of prior year claims or 0.3 percent of outstanding guar- 
antees) are based on the program as it operated in fiscal years 
1984 and 1985, the upper limits of 50 percent of claims or 1.0 
percent of outstanding guarantees would allow for significant 
cash flow changes resulting from the legislative actions. In 
addition, we have suggested that an appeal process be estab- 
lished enabling guaranty agencies to request exemptions from the 
reserve limits under certain circumstances. We have revised our 
report to include a discussion of each of these four factors 
(see app. II). 
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LISTING OF GUARANTY AGENCIES 



State 

Alabama 
Alaska 

American Samoa 3 
Arizona 3 
Arkansas 
California 
Colorado 
Connecticut 
Delaware 
District of 
Coluntbia & 
Florida 
Georgia 

Guam 3 

Hawaii 3 

Idaho 

Illinois 

Indiana 

Iowa 

Kansas^ 

Kentucky 

Louisiana 

Maine 

Maryland 

Massachusetts 

Michigan 

Minnesota^ 
Mississippi 



Missouri 
Montana 
Nebraska b 
Nevada 

New Hampshire 

New Jersey 

New Mexico 
New York 



Guaranty agency 

Alabama Commission on Higher Education 
Alaska Commission on Postsecondary Education 
Pacific Islands Education Loan Program 
Arizona Educational Loan Program 
Student Loan Guarantee Foundation of Arkansas 
California Student Aid Commission 
Colorado Guaranteed Student Loan Program 
Connecticut Student Loan Foundation 
Delaware Guaranteed Student Loan Program 

Higher Education Assistance Foundation 0 
Florida Student Financial Assistance 
Georgia Higher Education Assistance 

Corporation 
Pacific Islands Education Loan Program 
Hawaii Educational Loan Program 
Student Loan Fund of Idaho, Inc. 
Illinois State Scholarship Commission 
State Student Assistance Commission of Indiana 
Iowa College Aid Commission 
Higher Education Assistance Foundation 
Kentucky Higher Education Assistance Authority 
Governor's Special Commission on Educational 

Service 

Maine Guaranteed Student Loan Program 
Maryland Higher Education Loan Corporation 
Massachusetts Higher Education Assistance 

Corporation 
Michigan Department of Education; Michigan 

Higher Education Assistance Authority 
Higher Education Assistance Foundation 
Mississippi Guarantee Student Loan Agency - 

Board Trustees of State Institutions of 

Higher Learning 
Missouri Department of Higher Education 
Montana Guaranteed Student Loan Program 
Higher Education Assistance Foundation 
Nevada Guaranteed Student Loan Program 
New Hampshire Higher Education Assistance 

Foundation 
New Jersey Higher Education Assistance 

Authority 

New Mexico Student Loan Guarantee Corporation 
New York State Higher Education Services 
Corporation 
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State 



Guaranty agency 



North Carolina 

North Dakota 

Northern 

Mar ianas a 
Ohio 

Oklahoma 
Oregon 

Pennsylvania 

Puerto Rico 

Rhode Island 

South Carolina 

South Dakota 

Tennessee 

Texas 

Trust 

Terr itor ies a 
Utah 
Vermont 
Virginia 
Virgin Islands 
Washington 
West Virginia* 5 
Wiscons in 
Wyoming* 5 



North Carolina State Education Assistance 
Authority 

North Dakota Guaranteed Student Loan 
Program 

Pacific Islands Education Loan Program 

Ohio Student Loan Commission 
Oklahoma State Regents for Higher Education 
Oregon State Scholarship Commission 
Pennsylvania Higher Education Assistance 
Agency 

Puerto Rico Higher Education Assistance 

Corporation 
Rhode Island Higher Education Assistance 

Authority 

South Carolina State Education Assistance 

Authority 
South Dakota Education Assistance 

Corporation 
Tennessee Student Assistance Corporation 
Texas Guaranteed Student Loan Corporation 
Pacific Islands Education Loan Program 



Utah Higher Education 
Vermont Student Assis 
Virginia State Educat 
Virgin Islands Guaran 
Washington Student Lo 
Higher Education Assi 
Wisconsin Higher Educ 
Higher Education Assi 



Assistance Author ity 
tance Corporation 
ion Assistance Authority 
teed Student Loan Program 
an Guaranty Association 
stance Foundation 
ation Corporation 
s t ance Fou nd a t ion 



a The United Student Aid Fund f a private nonprofit organization f 
is the designated guaranty agency. It also guarantees loans 
for lenders in states where it is not the designated guarantor 
and reports these activities separately to the Department of 
Educat ion . 

^The Higher Education Assistance Foundation f a private nonprofit 
organization is the designated guaranty agency. The Founda- 
tion does not separately report to the Department of Education. 

c In addition to the Foundation f an older guaranty agency also 
operates in the District of Columbia. Although the older 
agency does not guarantee any more new loans f it continues to 
service all its outstanding loans . 
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SCOPE AND METHODOLOGY 

In developing guidelines for setting agency reserve levels, 
we analyzed Department of Education data on the sources and uses 
of funds for all 58 guaranty agencies for fiscal years 1982-85. 
Data were not available for the Virgin Island guaranty agency in 
fiscal years 1984 and 1985. 

To provide background and to help us plan our analysis, we 
reviewed the literature from Congressional Research Service and 
the Congressional Budget Office. 

We reviewed the GSLP legislation and regulations regarding 
basic agreements between the Department of Education and guar- 
anty agencies participating in the program. 

We analyzed other studies that proposed guidelines for set- 
ting agency reserves. These included studies by the College 
Board, the New York Higher Education Service Corporation, the 
Wharton Center for Applied Research, and the National Commission 
on Student Financial Assistance. We discussed with a knowledge- 
able representative of the accounting firm of Touche Ross and 
Company the study of guaranty agency finances the firm made for 
the Department of Education. 

We obtained most of the agency financial data for our anal- 
ysis from Department of Education computer tapes that store data 
submitted by guaranty agencies on Department Form 1130, the 
Guarantee Agency Quarterly Report. We did not independently 
verify the accuracy of the data on the forms. Department offi- 
cials told us that these were the best available data for our 
purposes. In verifying the accuracy of the calculations shown 
on the Department's computer tapes, we found three cases in 
which a guaranty agency's total income or expenses were in- 
correctly totaled. We computed the correct totals and used 
those figures in our analysis. We also obtained a report from 
the Department on the status of outstanding advances held by 
guaranty agencies as of the end of fiscal year 1985. We also 
obtained data on guaranty agency insurance premium rates from 
the New York Higher Education Services Corporation for our esti- 
mates of the amount of additional insurance premium income that 
guaranty agencies could have earned by raising their premiums. 

To clarify the meaning of key data items on the Guarantee 
Agency Quarterly Reports, we held numerous discussions with De- 
partment of Education officials familiar with the report's 
format. We then visited the Washington state guaranty agency 
and verified that officials there interpreted the key data items 
in the same way as described by Department officials. 
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We assessed the solvency of each guaranty agency. We eval- 
uated the financial risks that all agencies face to develop two 
short-term solvency measures: (1) cash reserves as a percentage 
of claims paid in the prior year and (2) cash reserves as a per- 
centage of outstanding loan guarantees. 

We correlated each of these solvency measures with the 
agency's age (maturity). We did this to determine if the more 
financially stable agencies were also the more mature. We 
found, however f that this was not the case because both solvency 
measures had low negative correlations with agency maturity. 
This indicates that there is almost no relationship between 
agency age and solvency. Because the agency's age made very 
little difference in its solvency, we did not further consider 
the maturity of agencies in developing guidelines for setting 
reserve levels. At any rate, the Department already has special 
rules for new agencies that provide them with 100-percent 
reinsurance during the first several years of operation as com- 
pared to insurance rates for established agencies based on their 
default rate. 

We analyzed the 17 agencies that had negative cash flows in 
fiscal years 1984 and 1985 to determine if the negative cash 
flows were adequately covered by their reserves. In addition, 
we interviewed guaranty agency officials and Department of 
Education officials to learn why some had negative cash flows. 

We used this information and other data on che ft . ^ial 
diversity of agencies to develop guidelines for sett; ^ -serve 
levels. We analyzed the impact of these guidelines or. * \ i agen- 
cies by calculating the level of reserves that each agency would 
be allowed under each guideline. We also varied the threshold 
values of the reserve requirements in the guidelines to deter- 
mine the resultant impact on agencies. We calculated the return 
of advances as that portion of an agency's advances that ex- 
ceeded the guideline's reserve requirement. 

We also analyzed recently enacted and proposed legislative 
amendments that would affect guaranty agencies' cash flows to 
ensure that our suggested range of criteria for determining 
maximum reserves would cover any increased costs likely to be 
experienced by the agencies. Our analyses are summarized below. 

— Administrative cost allowance ; The Consolidated Budget 
Reconciliation Act of 1985 requires the Department of 
Education to pay the guaranty agencies administrative 
cost allowances in future years and retroactively for 
fiscal year 1985. The Department did not make such pay- 
ments in fiscal year 1985 or in 1986 as of July 29 r 
1986. While our guidelines are based in part on fiscal 
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year 1985 cash flows, which did not include the cost 
allowance payments, our suggested lower range is based on 
the worst cash flows experienced by the agencies in fis- 
cal years 1984 and 1985. To the extent these cash flows 
occurred in 1985 and were reduced by the Department's 
nonpayment of the cost allowance, the proposed guidelines 
will overstate the maximum reserves required — to the 
agencies 1 benef it. 

— Reinsurance rates ; The Senate bill to reauthorize the 
Higher Education Act (S. 1965) would reduce federal re- 
insurance rates to guaranty agencies for defaults. The 
higher range of our suggested guidelines is designed to 
allow for such a condition. In fact, we estimate that if 
the proposed rate reductions had been implemented in 
fiscal year 1985, guaranty agencies would have received 
$20.5 million less in reinsurance — well within the esti- 
mated $94 million increase in allowable reserves that 
would occur within the higher range of our guidelines. 

— Insurance premiums : The Senate bill to reauthorize the 
Higher Education Act would limit insurance premiums 
charged to borrowers by the guaranty agencies to a total 
of 3 percent of the loan. We used the 3-1/2 percent 
maximum practical amount in our analysis (see p. 16). 
Because we did not know the specific insurance premium 
charged by each agency, we could not determine whether a 
change to 3 percent would increase or decrease individual 
agency premiums. An analysis in the aggregate showed 
that agencies' income could be reduced up to $26 million 
annually. As of July 31, 1986, the proposed amendment 
had not been enacted. 

We do not believe that implementation of our guidelines 
should be precluded or delayed because the impact of this 
proposed change could not be determined. Rather, our 
proposed guidelines recognize the need for flexibility to 
adjust to changing circumstances by providing (1) a range 
of criteria within which adjustments can be made to re- 
flect recent guaranty agency cash flow experience and (2) 
an appeal process whereby agencies can request exemptions 
from the reserve limits in certain situations. 

— Default claim filing periods ; The Budget Reconciliation 
Act extends by 60 days the period a guaranty agency must 
hold a defaulted loan before filing for reimbursement 
from the Department of Education, thereby resulting in a 
one-time stretch-out of reinsurance payments that will 
reduce revenues in fiscal year 1987. We did not estimate 
the monetary effect of the stretch-out requirement. As 
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discussed in conn^M jon v* ' b i;he proposed insurance pre- 
mium change, t'u j v " guidelines provide the 
flexibility — tluoutjU a Lauge of criteria based on cash 
flow experience ond an appeal process — to recognize and 
adjust for changing circumstances to provide the guaranty 
agencies adequate ruB«-rvo levels. 

We made the assumption that GSLP would continue to operate 
under present law in doing our analysis and basing our cash flow 
calculations on past years' claims activity, but in suggesting 
alternatives we: 

— provided alternatives that would allow for (1) signifi- 
cant increases in expenses for most agencies without 
depleting reserves ($100 million in the aggregate) and 
(2) significant changes in law, such as reinsurance 
triggers; 

— based guidelines for each year on prior year claims so 
that an increase in claims automatically increases future 
allowable reserves ; and 

— based guidelines on a percentage of outstanding loans 
guaranteed, which will automatically allow reserves to 
grow unless the program shrinks overall, in which lower 
reserves might be appropriate. 

In calculating guaranty agency excess reserves and ad- 
vances, we assumed that any federal law and/or regulation that 
was enacted to set reserve levels would preempt any federal or 
state law or regulation and any other standards regarding re- 
serve requirements for guaranty agencies. We also assumed that 
the Department of Education would issue in final form its pro- 
posed regulations that would prevent guaranty agencies from 
using their funds for nonprogram uses. Finally, we assumed that 
the guidelines for the return of advances would be applied to 
all agencies regardless of their age. 

Finally, the Department of Education and an education 
finance expert with the American Enterprise Institute who is 
knowledgeable about GSLP reviewed and critiqued our analysis. 
We also obtained comments on this report from the National 
Council of Higher Education Loan Programs. 
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ADVANCE COMMENTS FROM THE DEPARTMENT OP EDUCATION 



MEMORANDUM 



UNITED STATES DEPARTMENT OF EDUCATION 



WASHINGTON, D.C. 20202 



DATE: JUN 19 1986 



TO 



William J. Gainer, Associate Director 

Human Resources Division 

U.S. General Accounting Office 



FROM : Assistant Secretary for 
Postsecondary Education 

Subject: Briefing Document on Guaranteed Student Loan Program Guarantee 
Agency Reserves 

Thank you for providing a copy of the above referenced report to us for 
review. Several offices within the Department of Education have reviewed the 
report, including the Office of Planning, Budget and Evaluation, the Office of 
Postsecondary Education and the Office of Legislation, The Department 
commends the GAO for developing a high quality report in a short period of 
time. We believe the general thrust of GAO's analysis and recommendations 
will be helpful to the Department and the Congress, especially during this 
period of reauthorization of the Higher Education Act, 

We believe it is important at the outset to clarify the general intent of the 
GAO in its analysis of the reserve fund needs of the guarantee agencies. In 
our view, GAO's task was to determine appropriate maximum reserve levels in 
relationship to the probable requirements encountered by the guarantee 
agencies for the use of such reserve funds (e.g., to cover the costs associ- 
ated with the time delay between an agency's making claims payments to lenders 
and receiving reinsurance payments for such claims from the Department of 
Education), This task, therefore, would not encompass a broad measure of an 
agency's "solvency," per se , since solvency is based on numerous other factors 
(e.g., alternative sources of funding, potential maximum liabilities, etc.) 
many of which are not related to the practical level of reserves needed to 
assure a smooth flow of agency operations. Thus, the Department views the 
guidelines proposed by GAO as approximate measures of reserves required to 
cover probable agency needs for such funds — not as measures of reserves re- 
quired to ensure solvency under potential liabilities. 

This Administration has sought to address the problem of more appropriate 
levels of agency reserves through several means, notably in our reauthor- 
ization proposal to require return of all Federal advances. Other proposals, 
such as reduced reinsurance rates, would address this problem, as well as 
encourage improvements in default prevention and collection and in administra- 
tive cost efficiency. We continue to urge the Congress to enact these legis- 
lative changes to improve the long-term operation of the GSL program. 

However, we are supportive of the GAO's proposed criteria for establishing 
maximum guarantee agency reserve levels on the basis of: (1) a percentage of 
default claims paid during the prior fiscal year; (2) a percentage of the 
original principal amount of outstanding loans, and (3) $500,000 as a minimum 
dollar amount for reserves. 
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We suggest that the first measure should be set at 40 percent of claims paid 
in Che prior year and the second at 0.3 percent of outstanding loans. The 
GAO report indicates that no agency's negative cash flow exceeded both of 
these levels during Fiscal Years 1984 and 1985. The maximum reserve level 
established by these two criteria will increase on an annual basis as the 
amount of default claims paid and loan volume increase. Thus, reserve fund 
maximums pegged at either 40 percent of default claims paid or 0.3 percent of 
outstanding loans should provide sufficient reserves to meet any reasonable 
contingencies in subsequent years since the levels of liabilities And reserve 
funds should rise concurrently. Furthermore, we believe that an overly 
generous criterion with respect to default claims paid would marginally reduce 
incentives for guarantee agencies to take stronger measures to prevent and 
reduce defaults. In addition, the $500,000 minimum provides a reliable floor 
for very small agencies. 

We are concerned that agencies not be permitted to manipulate their reserve 
fund balances and thus avoid repaying their advances or having their 
reinsurance payments withheld by using monies from their reserve funds for 
non-program purposes (see attachment citing abuse practices in this area). 
Although we have issued proposed regulations which would prohibit such 
practices, we feel strongly that the Congress should legislatively prohibit 
such inappropriate uses of agency reserve funds. 

We are also concerned with possible agency manipulation of reserve fund levels 
to avoid repaying advances or having reinsurance payments withheld by reducing 
or eliminating the insurance premium charged to borrowers. The insurance 
premium is the agencies' largest source of income. In the past, the 
Department has favored allowing agencies discretion in setting the amount of 
their own insurance premiums. However, in the context of the GA0 f s 
recommended criteria, we are concerned about the potential for abuse which 
could prove costly to the taxpayers. Therefore, we recommend that the 
agencies be required to charge a minimum insurance premium of one percent per 
year of the unpaid balance of the loan during the in-school and grace 
periods — the "maximum practical amount" cited by the GAO. This is also thj 
typical amount currently charged by the majority of agencies. In essence, we 
are proposing that Congress legislate the typical current practice as a 
minimum for all agencies. 

The proposal for reducing excess reserves by withholding reinsurance payments 
is commendable. However, we would like to stress that this proposal should 
not be viewed as an alternative to pending proposed legislation, designed to 
improve an agency's default prevention and collection efforts by decreasing 
the reinsurance rates based upon the agency's default and collection experi- 
ence. The withholding of reinsurance payments can be effective in reducing 
excess reserves over the next few years. However, once an agency's reserves 
have been limited to a reasonable level, no strong financial incentive will 
exist for the agency to reduce defaults and improve collections. Our 
proposals for reduced reinsurance rates, loan counseling and other pr<.,: ■< 
changes would effect long-term improvements in default prevention anj 
collection. 
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While we fully support the proposal to require agencies to return Federal 
advances as determined under GAO's proposed criteria, we remain committed to 
the proposition that agencies no longer need Federal advances and that all 
such monies should be returned immediately. Therefore, we suggest a timetable 
for immediate implementation be incorporated into this proposal to ensure that 
the problem of excessive reserve funds be addressed and that advances are 
returned before Fiscal Year 1988 as currently mandated. We strongly suggest 
that the effective date should be established to assure that Fiscal Year 1986 
will b.o the first baseline year used. In addition, we recommend that the GAO 
include in its report a recommendation for repeal of the authority for making 
additional Federal advances currently found in Section 422(c) of the Act. 

We believe that, after these provisions have been in effect for one year, 
their effectiveness should be thoroughly evaluated to determine if the 
criteria for setting the maximum reserve levels are appropriate. 

Again, thank you for allowing us to review and comment on the draft report. 
We appreciate the opportunity to work with the GAO in a cooperative effort to 
make more efficient use of Federal funds. 



Attachment 
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Use of GSL Reserve Fund Monies 
for Non-GSL Purposes 



The reserve fund established by a guarantee agency is intended to support the 
agency's loan guarantees* The Federal government advances funds to an agency 
on certain conditions. Included among those conditions is that the agency's 
reserve fund may be used only for specific purposes related to the GSL 
program* Once the Federal monies are returned to the Federal government the 
use of the reserve fund is no longer restricted by Federal regulations* 

Several agencies that have repaid their Federal advances have immediately 
used their reserve funds for purposes which are completely unrelated to the 
GSL program* For example: 

o The New Jersey Higher Education Assistance Authority returned $6.7 million 
in Federal advances earlier this year* Of the monies remaining in the 
reserve fund, $15 million were transferred to a dedicated fund under the 
control of the State Board of Education, and up to $10 million were 
transferred to an "Educational Loan Development Fund," to be used for 
unspecified purposes. 

o The Oregon State Scholarship Commission returned their Federal advances and 
subsequently transferred $1.6 million of the monies remaining in the 
reserve fund to a State grant program. 
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ADVANCE .COMMENTS FROM THE NATIONAL COUNCIL 
OF HIGHER EDUCATION LOAN PROGRAMS f INC . 



RESPONSE OF 

THE NATIONAL COUNCIL OF HIGHER EDUCATION LOAN PROGRAMS , INC. 

TO THE DRAFT REPORT 
BY THE GENERAL ACCOUNTING OFFICE: 

"GUARANTEED STUDENT LOANS: 
Guidelines for Reducing Guarantee Agency Reserves" 



The National Council of Higher Education Loan Programs , Inc. 
appreciates the generosity of the General Accounting Office in 
allowing the Council to comment on the draft report "Guaranteed 
Student Loans: Guidelines for Reducing Guarantee Agency 
Reserves." At the outset, the Council would like to commend GAO 
on its efforts to address an extremely difficult topic — what 
are adequate reserve funds to support the activities of a 
guarantor? 

The characteristics of guaranty agencies vary widely; some 
predate the enactment of the Guaranteed Student Loan Program in 
1965 f others have been in existence less than 5 years. 
Approximately half are part of their States 1 government; others 
are private nonprofit corporations created by their state 
legislatures f for which the States have no additional fiscal 
responsibility. State laws which do not conflict with federal 
statute may govern their day-to-day operations , reappropriate 
their Federal funds f or mandate their reserve requirements. In 
addition f contracts with lenders , bond authorities , and the 
Student Loan Marketing Association may require individual 
guarantors to maintain certain levels of reserves. 

Due to the variations in age, organizational structure , and 
operation of the agencies, any analysis of guarantors' ability 
to return Federal advances, or to reduce the amoir v of reserves 
they maintain against rislc of loss, must be done an 
agency-by-agency basis. The Council was pleased to see a 
recognition of this fact by the General Accounting Office in its 
report f "Guaranteed Student Loans: Better Criteria Needed for 
Financing Guarantee Agencies," (see p. 24: "What is the optimum 
level [of reserves]? Such a determination would have to be made 
on an agency-by-agency basis, because reserve levels and the 
magnitude of individual risks vary widely among the agencies.") 
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Unfortunately, the draft report does not follow GAO's 
previous statement; this report recommends the establishment of 
a single standard for all guaranty agencies, within certain 
limits, with provision for an appeal to the Secretary of 
Education in exceptional or catastrophic situations. The 
Council believes that such a * straight- jacket 11 approach to 
agency finances, relying strictly on cash-flow analyses of FY 
1984 and FY 1985 to make recommendations on acceptable levels of 
agency funding for the future, is insufficiently sensitive to 
individual agency situations to provide a basis for 
Congressional action. 

In developing its tests for fiscal viability, GAO has made a 
number of assumptions concerning the financing of the Guaranteed 
Student Loan Program: 

Administrative Cost Allowance ; The report is based on 
actual cash flow, including ACA in the agencies 1 sources of 
funds for FY 1984 but not for FY 1985. The Administration 
refused to pay ACA for FY 1985. 

Payment by the Department of FY 1985 ACA, pursuant to 
the Consolidated Omnibus Budget Reconciliation Act of 1985 
(COBRA), will occur in FY 1986. (The Congress in COBRA, as 
signed by the President, made the payment of ACA mandatory 
for all future years, and retroactive to FY 1985.) Under 
the GAO methodology, these funds will appear in agency cash 
flows for FY 1986, thereby artificially inflating the cash 
f,\ow figures against which future fiscal years will be 
measured. 

The Administration has not acknowledged that COBRA 
actually made payment of ACA mandatory, and is continuing to 
seek Congressional action, through authorizing or 
appropriations legislation, to repeal provisions concerning 
payment of ACA. Therefore, availability of this major 
source of agency funding is questionable at best when 
determining the construction of agency budgets. Use of a 
prior-year cash flow analysis of agency solvency, as a basis 
for determining agency reserves, seems to be an inadequate 
measure in light of continual uncertainty regarding ACA. 

Efilnsjaiailfifi! The GAO report assumes that an agency's 
past experience with default will continue in the succeeding 
fiscal year. As part of that assumption, the GAO presumes 
that the existing reinsurance rates — 100% reinsurance for 
the first 5% of defaults paid during the fiscal year, 90% on 
defaults amounting to between 5-9% of outstandings, and 80% 
on any defaults above 9% — will continue. 
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This assumption may not be valid. The Senate version 
of S. 1965, the Higher Education reauthorization bill now 
pending in a House-Senate conference, reduces reinsurance 
levels to 100-80-70 percent annually, at the same trigger 
levels. Such a substantial change, or any modification of 
existing law f would have a significant effect on those 21 
agencies which saw their reinsurance reduced by the default 
triggers in FY 1985. An additional four new agencies going 
into their sixth year of existence are no longer eligible 
for protection at 100% reinsurance, and have already tripped 
the reinsurance trigger, A fifth agency loses its 
protection in FY 1987 and can also be expected to receive 
reduced reinsurance early in that fiscal year. 

Again, the methodology proposed by GAO fails to take 
into account prospective changes in the law which could 
substantially affect an agency 1 s cash flow position in a 
subsequent fiscal year. 

Guarantee Fee : The draft report points out that, 
according to a New York State survey in 1984, 44 guaranty 
agencies charged less than the "maximum practical insurance 
premium" for loans they insured. GAO defines "maximum 
practical insurance premium" as one percent of the 
anticipated in-school period plus one year. The report then 
comments that 13 agencies could have reduced or eliminated 
their negative cash flows by charging the full amount, and 
includes a chart showing the additional funds agencies 
failed to generate by increasing student charges. In its 
comments on the issue of the guarantee fee, the Department 
of Education also urges legislation to prevent agencies from 
charging student borrowers less than the "maximum practical" 
level. 

In the "real world" of setting guarantee fees, guaranty 
agencies are under pressure to reduce student charges — 
from the Congress, borrowers, competition between 
guarantors, and the existence of the 5% origination fee as 
an additional discount on the borrower's loan amount, among 
others. 

However, the recommendation proposed by GAO would not 
be possible even in the absence of these counter-pressures. 
Changes which will occur in the reauthorization process 
would make charging a fee at the "maximum practical" level 
impossible; both the Senate and House versions of S. 1965 
provide for a student charge of no more than 3% of the 
principal amount of the loan for any single year. Depending 
on the make-up of an agency's portfolio, this could 
potentially make more or less funds available from student 
sources. Prior year experience under the old law will no 
longer be relevant due to a new method of calculation. 
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Definition of "Default 11 : Under the law at the time GAO 
analysed agency cash flows, lenders were permitted to turn 
over defaulted paper to guaranty agencies after 120 days of 
delinquency. Agencies were permitted to file for Federal 
reinsurance at any time after they received the default 
claim from the lender. 

The default and claims procedure was extended by two 
sixty day periods under the provisions of COBRA. As a 
result, lenders may not submit delinquent paper for payment 
by the agency on its guarantee until 180 days after it 
becomes delinquent. Similarly, the agency holding period 
has been extended until the 270th day of delinquency before 
a reinsurance claim may be filed with the Department of 
Education. 

This sixty-day stretch-out of the loan holding period 
at the agency level (after an extended lender holding period 
prior to default) will have a direct effect on an agency's 
cash flow. This would not, hovever, be factored into a 
decision on reserves under the test proposed by GAO; prior 
year cash-flow would be determinative . Any consideration of 
measures of agency ability to repay Federal advances must 
take the revised definition of "default " into account. 

Status Quo ; One of the hallmarks of the measure 
proposed by GAO is that prior-year experience with agency 
cash-flow is a sufficient predictor of agency cash needs for 
the coming fiscal \fiar. This assumption would make sense if 
the Guaranteed St. .ient Loan Program remained unchanged for a 
substantial period of time. This, however, is not the case. 

The law has been amended annually since the Higher 
Education Amendments of 1980, either through the 
authorization, appropriation, budget process, or a 
combination of those processes. Some of these changes have 
beem significant, such as the reimposition of an income cap 
plus needs test included in the 1981 reconciliation 
legislation. The net effect of this change, plus the 
attendant publicity given to other (rejected) proposals to 
reduce GSL borrowing, led to as much as a 30% drop in 
activity for some agencies. Such a drop affects agency 
finances in a single fiscal year in two ways — 
lower-than-anticipated revenues from student fees and 
reduced ACA payments based on such reduced volume. Both the 
House and the Senate reauthorization bills contain 
across-the-board need analysis for GSL borrowers in the 
future. This change can be expected to have an as yet 
unquantifiable impact on GSL borrowing and, concomitantly, 
on agency financing. 
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Similarly , provisions of COBRA which are only now being 
implemented, such as credit bureau reporting of all loans, 
multiple disbursement (with agency escrow options) , 
supplemental proclaims activities, and guaranty agency as 
lender-of -last-resort, all have cost implications for 
guarantors which would not be reflected in any look-back to 
last year's experience with agency cash flow. If other 
reauthorization changes are made, such as reduction in 
special allowance payments to lenders, lender reluctance to 
continue their current level of participation could 
substantially increase the responsibility of guaranty 
agencies to provide lender of last resort services to large 
numbers of borrowers, further increasing their costs. 

Finally, it is not only changes in the law which affect 
agency costs from year to year. The Department of Education 
is currently preparing to issue final regulations 
implementing the Education Amendments of 1980. If the NPRM 
is any indicator of the direction the final regulations can 
be expected to take, substantial additional responsibilities 
for program administration, such as school and lender 
compliance reviews and increased due diligence requirements, 
will be shifted from the Federal level to that of the State. 
All of these additional responsibilities will take money — 
money which may not have been budgeted for past fiscal 
years. 

Appeal to the Secretary; The draft report seeks to 
take care of some of the above variables by providing for an 
appeal to the Secretary of Education for relief from an 
unreasonable reserve level in a given fiscal year. This 
appeal procedure is simply not acceptable. 

In its legislative and budget proposals over the past 
several years, the Administration has shown itself to be 
insensitive to the problems confronting guaranty agencies. 
It has failed to pay, and sought repeal of, ACA. It has 
sought legislation to require the return of all advances, 
regardless of agency fiscal viability. It has sought not 
only to reduce reinsurance levels substantially, but also to 
make the trigger levels for reduced reinsurance cumulative, 
rather than annually calculated. The Departments response 
to questions concerning continued agency survival is that 
the States should appropriate funds to support guaranty 
agencies,, without any indication of state willingness, 
ability, or legal responsibility to do so. 
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Implementation of any statutory ceiling on guaranty 
agency reserves is too critical to the issue of guaranty 
agency survival to leave to the discretion of the Secretary. 
The Council strongly urges GAO to suggest another 
alternative appeals mechanism as part of its proposal to 
Congress . 

The proposal made by GAO assumes a stable and continuously 
growing GSL program. Given the light of program pressures and 
changes, which are still continuing and which can be expected to 
continue into the foreseeable future, this is not a safe 
assumption. The use of the prior fiscal year as a benchmark not 
only for projecting agency needs for cash but also as a basis 
for a required spend-down in reserve funds leaves guaranty 
agencies at the mercy of unexpected changes in the program. 

For example, assume that an agency, based on prior-year 
experience, had "excess reserves" (based on any of the proposed 
GAO tests) at the beginning of a fiscal year. It would then set 
its student fee under the law and would be ineligible for 
reinsurance payments on defaults until it had spent down its 
reserves to the appropriate level. 

What happens if loan volume drops substantially during the 
fiscal year, or if defaults increase more dramatically than 
predicted based on past experience? The bulk of the loans were 
made in the Fall, at the beginning of the fiscal year. 
Permission through an appeals process to increase the reserve 
level is a hollow gesture, since the sources of funds are not 
available. Even increasing the student fee mid-year will not 
replenish the reserve funds, due to fewer loans being made. 
Unless the spend-down proposal is accompanied by a new 
authorization for mandatory "advances" when circumstances 
necessitate, the GAO proposal could threaten the existence of 
guaranty agencies. 

The GAO draft, by focusing on agency oash flow, ignores 
other functions performed by State guaranty agencies. The 
agencies also serve as insurers, because Federal reinsurance is 
less than 100%. Their reserve funds provide lenders with 
confidence that the State agency has sufficient funds to honor 
its commitment to a 100% guarantee, regardless of how high 
defaults in the program rise. Once a guaranty agency f s default 
rate hits the reinsurance trigger, there is no statutory relief 
from continued, and increasing, agency exposure. Lenders must 
be assured that funds are available to pay their claims under 
any "worst case" scenario, or they will be reluctant to continue 
to make loans. 
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Lenders, secondary markets, and the Student Loan Marketing 
Association have contractual arrangements with State guaranty 
agencies which require maintenance of specific levels of 
reserves as "collateral" for their activities. The Council 
believes that the draft report deals much too lightly with these 
existing obligations, which are closely monitored by bond rating 
agencies and by the market place. Any reduction in reserves 
could be seen by these parties not only as a breach of their 
contractual agreement but also as a weakening of the agency. 
Whether this makes good public policy or not, it is a reality of 
the market place; the perceptions of lenders and rating agencies 
of the strength and stability of guaranty agency resources 
cannot be ignored. 

In addition, many States have statutes which require a 
specific 1-avel of an agency's portfolio to be retained in a 
reserve fund. Again, the draft GAO report does not give 
sufficient attention to these State requirements. 

Agencies have significant responsibilities for encouraging 
lender participation, monitoring lender and school practices to 
ensure that the law is being followed, and assisting lenders in 
proclaims activities. An agency also remains responsible for 
collection of defaulted paper on which it has paid lender 
claims. These activities can be kept to a: bare minimum to 
reduce agency cash flow, or can be expanded and improved, 
ultimately reducing Federal costs for erroneous payments and 
defaults. Reducing guaranty agency functions to a cash-flow 
analysis minimizes the importance of these crucial activities. 

In summary, NCHELP believes that the GAO has successfully 
begun setting forth elements which might be considered in 
determining whether an agency has excessive reserves. However, 
the Council believes that the test is too rigid, failing to take 
into account the substantial differences between individual 
State guaranty agencies. The Council urges GAO to continue its 
analysis on a State-by* 'State basis, as recommended in its 
published report, taking into account individual State laws, 
contractual agreements, age and size of agency, and relationship 
to the State government — all factors basically ignored in the 
draft. In addition, the Council urges GAO to solicit lender 
viewpoints in determining what reserves are in "excess," as 
lenders have a significant stake in the stability of the 
Guaranteed Student Loan program and its guaranty agencies. 

The Council will be happy to make any necessary information 
or documentation available to the General Accounting Office as 
it continues its analysis. 
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The Council is an organization of agencies and organizations 
involved in the making, servicing, and collection of Guaranteed 
Student Loans. Voting members include almost all of the State 
guaranty agencies and State secondary markets and direct lenders 
participating in the program. Affiliated members include 
commercial lenders, servicers, collection agencies, lav firms 
which serve as counsel or bond counsel to members agencies, 
underwriters, bond rating services, and other organizations 
which are involved, or interested, in the success of the 
Guaranteed Student Loan Program. 
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Requests for copies of gao reports should be sent to: 

U.S. General Accounting Office 
Post Office Box 6015 
Gaithersburg, Maryland 20877 

Telephone 202-275-6241 

The first five copies of each report are free. Additional copies are 
$2.00 each. 

There is a 25% discount on orders for 100 or more copies mailed to a 
single address. 

Orders must be prepaid by cash or by check or money order- made out to 
the Superintendent of Documents. 
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